Rules vs discretion
Rules help in terms of some problems such as • time inconsistency
• global application (which would be necessary if we want to avoid unequal treatment specially for large institutions operating in several jurisdictions However, some discretion might be needed special during the first years since it is so difficult to calibrate the cycle (this is even more relevant for emerging economies)
-How to allow for discretion without destroying a rule?
This can be done: Basel II is a good example of it (specially through second pillar) 2. How to reduce its procyclicality? 
Capital vs provisioning
• Main argument in favor of provisions is that their objective is to cover expected losses (capital is for unexpected losses).
• If we believe that the financial system exacerbates procyclicality (and thus excesses), new losses should be expected out of those excesses • However, provisions accumulated during the boom could be used to distribute higher profits in the bust, whereas capital is not subject to this problem • These two reasons -and the fact that procyclicality is hard to mitigate -call for measures both on capital and provisions.
• However, making sure they do not clash 2. How to reduce its procyclicality? 3. What is dynamic provisioning? 3. What is dynamic provisioning?
• The objective of dynamic provisioning is the proper accounting recognition of ex ante credit risk.
• Expected loan losses exist from the moment a loan is granted, which should be reflected in the risk premium and hence in the income stream coming from the loan • It, thus, seems logical to build up the corresponding provision for loan losses also at that time and, thus, mitigate the excessive volatility of profits due to the procyclicality of standard loan loss provisioning • Dynamic provisioning should also be regarded as a mechanism to overcome the co-ordination problems of individual banks at the peak of the cycle and to reinforce medium-term bank solvency. • The macro-prudential objective was simple: limiting credit growth 4. Spain: How was the system designed?
• Banks can decide to use their own internal models to determine the amount of provisioning (after model approval by BE)
• Otherwise, they can take the formula calibrated by BE.
DP=  Δ Credit +  stock of Credit -Specific provisions where 0 ≤  ≤ 2.5% and 0 ≤  ≤ 1.64% depends on the risk behind different assets 
Note that because it is the difference between the estimated latent exposure and specific provisions (contemporary bad loans), DP could be positive or negative (clearly negative in bad times as today)

Spain: How was the system designed?
• When looking at the fast credit growth in Spain during the last few years, dynamic provisioning may not look very effective (see graph 1) but one would have to have the counterfactual to make such judgment • Regulator has recently announced a revamp to move closer to Spanish definition.
